SUMMARY ANALYSIS OF AMENDED BILL

Franchise Tax Board

Author: _\Wsson Analyst: _Marion Mann DeJong Bill Number: AB 41
See Legislative
Related Bills: _Hi st ory Telephone: 845- 6979 Amended Date: 06/ 28/ 1999
Attorney:  Patrick Kusi ak Sponsor:

SUBJECT: Cash Bond Paynents/C ai m For Refund

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of hill as
introduced/amended

AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTSDID NOT RESOLVE THE DEPARTMENT’S CONCERNS stated in the previous analysis of bill as
introduced/amended

FURTHER AMENDMENTS NECESSARY .

DEPARTMENT POSITION CHANGED TO

REMAINDER OF PREVIOUS ANALY SISOF BILL ASINTRODUCED/AMENDED STILL APPLIES.
X OTHER - See comments below.

SUMVARY OF BILL

This bill would allow a taxpayer to make a deposit in the nature of a “cash bond”
to stop the running of interest and provide that such paynents shall not be

consi dered a “paynent of tax” for purposes of filing a claimfor refund or
bringing an action.

SUMVARY OF AMENDMENT

The June 28, 1999, anendnents deleted the provisions relating to the taxpayers

right to raise new grounds, inserted provisions that the paynment will not be
consi dered a “paynent of tax” until specified affirmative actions by the taxpayer
occur, and made the promul gati on of regul ations by the departnment optional. The

June 28, 1999, amendnents acconplish the sane result as the previous anendnents,
they just use a different nethod of achieving that result.

This anal ysis replaces all previous anal yses.

EFFECTI VE DATE

This bill would becone effective January 1, 2000, and would apply to paynents
made on or after that date.

LEG SLATI VE H STORY

AB 1469 (1998) was al nost identical to the cash bond provision of this bill, as
i ntroduced on Decenber 7, 1998. The Governor vetoed AB 1469 for an item
unrel ated to cash bonds. AB 1392 (1999), a simlar bill, would allow a taxpayer

to bring an action to determne the validity of a tax by posting a bond to
guar ant ee paynent of the anount due.
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SPECI FI C FI NDI NGS

Current federal and California | aw provides for the paynent of interest on
overpaynents of tax. Cash bonds and “voluntary paynments” are not overpaynents of
tax; thus, interest is not paid when these anmounts are refunded to the taxpayer

Current federal law allows a taxpayer to file a petition with the Tax Court for a
redeterm nation of a deficiency within 90 days (150 days if addressed to persons
outside the United States) after the notice of deficiency is mailed. No
assessnent of a deficiency may be made until after the expiration of the 90-day
period, or if petitionis filed, until the decision of the Tax Court is final.

Current federal procedures (Rev. Proc. 84-58) allow a deposit in the nature of a
cash bond while a deficiency is pending in adm nistrative proceedi ngs or Tax
Court. The bond anobunt may be refunded without interest at any tinme, and if the
t axpayer prevails in admnistrative proceedings, the entire bond may be refunded
to the taxpayer without interest. This is an inportant strategic tool for

t axpayers because a taxpayer can nmake a paynent in the nature of a cash bond to
stop the accrual of interest while preserving the jurisdiction of the Tax Court
to review the underlying deficiency. A Tax Court decision can be appeal ed all
the way to the Suprene Court w thout paying the deficiency. However, collection
of amounts affirnmed by the Tax Court is not stayed during appellate review when a
bond is posted with the court. Under California law, unlike the federal system
an unpai d deficiency cannot be appealed to a state court.

Under federal |aw and procedures, if during the adm nistrative review or appeal s
process a taxpayer pays a proposed deficiency rather than posting a cash bond, no
notice of deficiency is issued and taxpayers are precluded fromchal |l engi ng the
assessnment in Tax Court. The taxpayer nust start over fromthe beginning with a
refund claimthat is treated as a new case. The taxpayer nust then bring a new
action for refund in an U S. district court or the U S. Court of Cains rather
than the Tax Court.

Under current state law, if the departnent determ nes that the tax disclosed by
the taxpayer is less than the tax disclosed by the departnent’s exam nation of
the taxpayer’s return, it mails a notice of proposed assessnment (NPA) to the
taxpayer. By law, each NPA nust set forth the reasons for the proposed
deficiency assessnment and the conputation of the deficiency. It is departmenta
policy to sufficiently informtaxpayers as to the basis of an NPA. Oten the
departnment sends schedul es and other letters detailing the adjustnents that
produced t he NPA

If the taxpayer disagrees with the proposed assessnment, a protest stating the
grounds upon which the protest is based nmust be filed with the departnment in
writing within 60 days. |If a protest is not filed within 60 days, the assessment
becones fi nal

Upon receipt of the protest, the department reviews its information, including
any additional information received with the protest. Under departnental policy,
the taxpayer and staff are allowed to raise new issues during the protest. After
reaching a deci sion based on the review, the departnment sends the taxpayer a
notice of action (NOA) that wi thdraws, revises, or affirnms the NPA
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A taxpayer that disagrees with the NOA may appeal the departnment’s action on the
protest to the BOE within 30 days. |If an appeal is not nmade within 30 days, the
assessnment becones final. The appeal nust be in witing and include any
supporting docunents. To determ ne the appeal, the BOE requires witten
statenents or briefs and, upon request of the taxpayer, an oral hearing. During
t he appeal process, departnental policy follows BOE s general practice. The
taxpayer and staff are allowed to raise new issues. However, if staff raises a
new i ssue, the burden of proof shifts to the departnment in that area. Under
current BCE rules, the departnment has approximtely 90 days to file its opening
brief with the BCE and 30 days, or less, to reply to any additional statenents

t he taxpayer may have filed with the BOE

After the BOE nmakes a determ nation, the determ nation becomes final after 30
days unl ess the taxpayer or departnent files a petition for rehearing, which the
BCE has discretion in granting. Upon a rehearing, the determ nation of the BOE
is final. At the conclusion of the adm nistrative hearing process, if the

t axpayer disagrees with the assessnent, the taxpayer may pay the anount due and
file a claimfor refund.

If the claimfor refund is denied or the departnment has not taken action on the
claimfor six nonths, the taxpayer may bring a suit for refund in Superior Court.
The department may not appeal or file a Superior Court action follow ng an
adver se deci sion by the BCE

A taxpayer can file a claimfor refund of an overpaynent at any tinme within the
applicable statute of limtations. California |law requires the taxpayer to state
t he specific grounds upon which a claimis nade.

In reviewing any claimfor refund, the department eval uates the taxpayer’s
grounds and issues an NOA allow ng, revising, or disallow ng the claimfor

r ef und. If the departnent fails to issue an NOA within six nonths, the claimis
deened deni ed.

A taxpayer that disagrees with the department’s action may appeal to the BCE' or
file a suit for refund in Superior Court within 90 days stating the basis of the
di sagreenment. Case lawis clear that, for purposes of clains for refund,

t axpayers may not raise new i ssues, beyond those raised as the basis for the
refund claim after the statute of limtation has expired.

If, after filing a protest of an NPA with the departnment or filing an appeal of
the department’s action on the protest with the BOE, a taxpayer pays the tax
before the department acts upon the protest, or before the BCE acts upon the
appeal , the protest or appeal is treated as a claimfor refund or an appeal from
the denial of a claimfor refund. Were a protest or appeal is converted in this
manner, the grounds for the claimare those stated in the taxpayer's protest or

appeal . For protests or appeals converted to clains for refund, the BCE may
al | ow taxpayers to raise new issues. However, the departnment is precluded from
auditing the converted claimwth respect to the new reason for the claim In

this instance, the burden of proof rests with the taxpayer concerning the new
i ssue. However, if the taxpayer satisfies its burden of proof, the departnent

! Taxpayers that appeal the departnent’s action on a protest to the BOE and receive

an adverse determination will have a subsequent appeal to the BCE of the denial of a
claimfor refund on the same grounds summarily denied. To obtain a different result they
must file a suit for refund in Superior Court.
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may not have adequate tinme to provide factual or |egal analysis of the new issue
since the departnment is |limted to the BCE appeal procedure tine franes
(generally 90 days to respond to an opening brief and 30 days to respond to a
suppl emental brief).

Current departnent practice with respect to paynents of tax made during an audit
is to treat themas paynents for the year in question and to show them as
paynments reduci ng the bal ance due when a proposed deficiency assessnent is
finally issued. |If the paynments exceed the proposed assessnment amount, the
excess is refunded with interest.

If a taxpayer wants to post a “cash bond” rather than nmake a paynment of tax,
current departnent procedures treat such paynments as “voluntary paynents” that do
not earn interest. However, this is an unusual occurrence because it is
beneficial to the taxpayer to have the paynent designated as a paynment of tax, so
that interest can be paid on the overpaynent in the event the taxpayer is
successf ul

This bill would allow a taxpayer to nmake a deposit in the nature of a “cash bond”
to stop the running of interest on a deficiency assessnent. Such paynents woul d
not be considered a “paynent of tax” for purposes of filing a claimfor refund or
bringing an action until either (1) the taxpayer provides a witten statenent to
t he Franchi se Tax Board specifying that the deposit shall be a paynent of tax, or
(2) the deficiency assessed is final, FTB has issued a notice and demand, and the
defici ency assessed is due and payabl e.

This bill would essentially provide taxpayers additional tinme to raise new
grounds when disputing the validity of a deficiency assessnent.

Pol i cy Consi derati ons

This bill would raise the follow ng policy considerations.

Al t hough taxpayers currently are allowed to rai se new i ssues when

appeal ing the departnent’s action on their protest to the BCE, this bil
could delay the appeals process to the extent that nore taxpayers present
their grounds for dispute before the BOE or taxpayers present their
grounds one at a tinme, creating a 30-day del ay each tine.

Di sputes are handl ed nost efficiently at the | owest |evel of review,
t hus, taxpayers should be encouraged to present their issues as soon as
possi bl e.

Under the federal system a deficiency can be challenged in the Tax Court,
and actions for refund are heard in a U S. District Court or the

US. dainms Court. The cash bond procedure permts a taxpayer to
preserve the existence of an unpaid deficiency to permt litigation in
Tax Court. Under the California system only suits for refund and
actions to deternmine residence can be litigated in court. Thus, the
primary tax policy reason that taxpayers use the federal cash bond
procedure does not exist with respect to California tax disputes.
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| npl enent ati on Consi derati ons

This provision essentially would codify current practice. Under current
practice, taxpayers can make voluntary paynents to stop the running of
interest, and they can raise new issues before the BOCE.

REGULATI ONS

This bill would allow the departnent to pronul gate rules and regul ati ons to adopt
appl i cabl e provi sions of federal Revenue Procedure 84-58 (1984-2 C B. 501).

FI SCAL | MPACT

BOARD

Depart nental Costs

This bill would not significantly inmpact the departnent’s costs.

Tax Revenue Esti mate

This bill would not result in significant revenue change overall. It is
projected that the anmount of interest not received in any given year from
t he posting of cash bonds woul d approxi mately equal the savings in interest
paynments by the departnment in cases where taxpayers ultimtely prevail.

POSI T1 ON

Neut r al

At its March 23, 1999, neeting, the Franchise Tax Board voted 2-0 to take a
neutral position on this bill as introduced Decenber 7, 1998.



